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Respondents PolyGram Helding, Ine., Decca Music Group Limited, UMG
Recordings, Inc. and Universal Music & Video Distribution Corp. (collectively, “PolyGram™ or

“Respondents™), respectfully submit iz post-trial brief,

1. INTRODUCTION.

The evidence adduced at trial and admitted as part of the recard in this c.ase
demnonstrales critical fels regarding the “muralorium”™ agreernenl a1 issue here. The evidence
demonsfrates that the moratorium was not the sort nf naked restraint that may be condemned as
- illegal per se without any analysis of its actual effect, if any, on competition. Rather, it was an
ancillary restraint o a pro-competilive joind venture between PolyGram and Wamer Music
Oroup (“Warner™} for the creation of now Three Tenors products, including an album of a 1998
Pariz concernt (“3'.1“3”}, and greatest hits and box-set albums of recordings from 3T3 and the two
prior Three Tenors albums. The evidence also demonstrates that the roratorium was specifically
und narrowly lailoved to address two legitimate and pro-competitive business concems:

. The meratorium was a critical part of the marketing plans for the joinl
venture produet, because it focused the atiention of the parties” marketing
personnel, as well as retailers and cotisurners, on the new product during
its initial rclease period, and thereby increased the probability of a
successfu) release of 3T3 that was ileedad o maximize the aggreyste long-
term output of &l]l Three Tenors products in the Jong, term; and,

L) The moratorium sought to prevent PolyGram’s and Warner's respective
aperating companies Tom using the promotional opportunity the joiat

venlure crealed through the Paris concert and the release of the new album

[A15956 1] 1



lo “free ride™ on those prornotional ciforts by dismw_-ﬂing and promoling
3T and 3T2 during its inttial release period, while at the same time
encouraging the operating companies to use that prometional opportunity
o discount and promote 3T1 and 3T2 during the months preceding the
release of 3T3.

The evidence further demonstrates that these are not after-the-fact justifications
that were just made up for purposes of trial. Contemiporaneous documerts expressly discussed
these two justifications. Moreover, Anthony O’Brien, the Atlantic Records CFO whe negotiated
the joint vanturé agrecment on behalf of Warmner, testified that the need develop a marketing
strategy that accounted for the existence of the prior albuns and o address a substantial risk of
“free riding” by the Warner am-:l PolyGram operating compenies gave rise to the mongionum.

Idr. (J*Hrien also testified that )f PolyGram and Warner had “not agreed to market this release in
an inmelligent fashiom, in all likelihaod, the "98 concert wouldn't have existed, and the consumers
would have had less choice.” JX 100 (O'Brien 1/5/01 Depo. Tr. at 91:19-21, 7(0:1-5). The
record testimony from PolyGram’s wilnesses likewise makes clear that the moratorium was
adopted for these reasons and thai the moratorium was an important purt of the Three Tenors
joint venture.

Both sides” experts” also confirmed the legitimacy and plausibility of PolyGram's
proterred procompetitive jusiifications. PolyGram’s expert witnesses — 1. Janusz Ordover, an
economist al New York University, and Dr. Yorun (“Jerry™) Wind, a Professor of Marketing at
the University of Pennsylvania’s Wharlon School of Business — opined that the moratorium was

likely pro-competitive, reflected a commercially sound marketing strategy for Three Tenors

products, and prevenled “free niding™ activities that could have undermined the launch of 3T3
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and thereby harmed overal] sales of all Three Tenors products in the long-term. Complaint
Counsel’s cxpert economist, Dr, Stephen Stackum, conceded that PG]}'G;‘am’s procompeatilive
jusliﬁc&ﬂnns for the mr:rrﬁtorium are at least plansible, that he was unaware of any compelilion
that would have occurred in the United Stales absent the moratorium but that did not oceur
because of the moratorium, and {hal he had scen no evidence that the moratorium had any actual
anticornpetitive effect in any relevant market.

Notwithstanding this evidence, Complaint Counsel take the position that the
moratoritm was so plaialy anticompetitive that 1t can be invahidaled walhout any analysis of its
aciual effect on competition n any relevant market. Accarding to Complaint Counsel, FolyGram
and Werner were so elzarly required by the antitrust laws to tuizl a blind eye to the fact that each
company owned a prior fh.rcc Tenors album that competed with their joint venture that the
moratoriwyn may be found unlawful without any analysis of its actual effect, if any, on
competition in the [Inited States. Complaint Counsel is wrong {or three reasons:

First, in contending that they may prevail in this case withoutl any evidsace that
the moratorium had any actual effect on competition, Complaint Cﬂu.nsel seele 1o eslablish a
~ precedent that no case has ever recognized. In fact, case after case has recognized that a plaintitf
in any rule of reason casc ~ “guick look™ or otherwise — is required o show proof of some actual
anticompetittve effect from the challehged restraint. See, e.g., California Denral Ass'n. v. FTC
526 11.3. 756 (15007 Co}:a.z'fnenfafAirfz'nes, Inc. v United Airlines, fne, 277F, 3d 495, 509-10
{(4th Cir. 2002}, The oniy kind of antitrust case that permits a finding of liability without any
showing of sctusl amticompetilive effect s & per se case, and per se analysis is reserved
exclusively for a handful of well-established categonies of restrainis that do not inelude restramts

like the moratonum that are ancillary 10 a procompetitive jeint vemture, Since Complaint

[518996.1] 3



Counsel have expressly disavowed any effort to show that the proposed moratorium had any
actual m1ﬁ50111peﬁtive effect, Complaint Counsel’s casz fails as a matier of law.

Secon;:::’, Complaint Counsel’s case wouwld fail even if there were some evidence
that tﬁe moralorium had some actual a;ticomp;atitive effect, becanse Respondents
procompetitive justifications for the moratorium are p]ausibi:ﬂ;. When the procompetitive
Justification for a challenged practice is at least plausible, an antitrust plaintiff cannot prevail
without establishing that the ner effect of the practice was anticompetilive. Cafg‘fomfa Dental
Assz, 526 U8, 756; Continemal Airiines, 277 F. 3d at 509-10, As noted above, the relevant
PolyGram and Warner wilnesses — as well as the conlemporanecus documents in the record —
heve established that the moratorium was (&) a reasonably necessary part of the markeﬁng plans
for 3T2 and (b} a reasonably nccessary measure o prevent their respective operating companies
froms “free riding”™ on the proanotional efforts and expenditures of the joint venture. As 11uteﬁ
above, afl experts agree on these poiimts. Respondents’ experts, Professors Ordover and Wind,
opined that these procompetilive justifications are sound as 2 matter of hath econonncs and
marketing strategy. And Complainl Counsel’s own expert sconomist conceded that
- Respoudents” pro-competitive justifications are emnﬂmi.cally plausible. CGiven the plavsibility of
Respondents® procompetitive justifications and Complaint Counscl's concession that they were
not offcring any evidence of actual anticompetitive effect, Complaint Counsel plainly failed to
meet their burden of demonstrating that the moratorium had an actual, net anlicompetitive effect.
See, e.g., California Dental, 526 U.S. at 771-81.

Fhird, 1o obtain prospective relief such as that sought in the proposed cease and
desist order, Complaint Counsel must prove that “*there exasts some cognizable danger of

recurrent violalion.™”  See TRIF, Inc. v FTC, 647 F2d 942, $54.55 (%h Cir, 1981) {quoting

[B18896.1F 4



Unireé’ States v. W.T. Granr Co., 345 U.S. 629, 632 (1953)). Complaint Counsel made no such
showing. Rather, the record evidence demonstrates that the central features of Three Tenors joint
venture were unique in the music industry — iﬁdeed? no wimess was aware of any ather joint
vcn.ture in which 1wo recard campanies who owned pre-existing products by an artist agreed to
share the risks and benefits of pew albums by an artist on a 50/50 basis and to coordinate the
worldwide markefing plans for those new albums. The justifications for the moratorium are tied
directly to the unique fcatures of the Three Tenors joint venture, and there 1 no evidence that
PolyGram or Warner ot any other record company has used similar justifications to justify any
other restraind oa pricing or promotion. Since the moralorium was adopted, PolyGram has been
through two mergers, and there is no basis for concluding that the companies that currently own
the relevaﬁt PalyGram cntities have ever considercd entering into any agreement like the

" moratoriunt. Finally, the record evidence shows that PolyGram btsell abandoned the moraterium
before it was implemented, providing angther basis for finding that there is no substamial

likelihood that the challenged conduct will recur.

IL SUMMARY OF PROPOSED FACTLATL FINDINGS,

A The Parties

Respondents all are part of Universal Music Group, the music business of Vivendi
Universal, 8.A. (“Vivendi™). Respondents’ Proposed Finding (“RPF™) No. 9. The evenls at
Issue took place in 1998, when Respondents were part of PolyGram Music Group, the music
business of PolyGram N.V. fif No. 10, Vivendi acquired Res pc;ndt:nls through a merper with

the Seagram Cormpany Lid., winch had acquired PolyGram IN.V. in December 1998, /4.
In 1998, Decca Music Group Limited (“Decca™) was a PolyGram label that

specialized in classical music and was part of a business division called PolyGram Classics &

[B16956.1] 5



Jazz that included othar PolyGram labels, Jd Me. 11, PolyGram distnbuted Decea recordings
throughout the world through a network of operating company subsidiaries, or “op-co’s.” /4. No.
15. .Thf.! United States operating company was PolyGram Group Distribution, hic., the
predecessor 10 Universal Musie & Viden Disinbution Corp. fd No. 6.

Warner Music Group (" Warner”™) was PolyGram’s partner n the joint veriture at issue
in this case. Two Warner entitice were involved in the conduct at issne: Atlantic Reecords
(“Atlantic™), a Warner label responsibie for marketing Warner products in ihe Uniled States; and
Warner Music Interaational {“WMI™}, the Wamer endity responsible for marketing Warner products
outside the United States and coordinating the distribufion efferts of Wamer’s operating company
subsidiaries, or “op co’s” outside the United States. Jd. Nos. 12—1.4.

B. The Three Tenors Joint Venture,

PolyGram and Warper adepted the “moraterium™ agreement at 1ssue in this case
inl the vontext of a pro-competitive joint venture [or the ereation of new Three Tenors products.
RPF No. 17, Inthis joinl venture, PolyGram and Warner — along with the Tenors themselves
{who include the opera stars Luciano Pavaroill, Placado Domingo and Jese Carreras) and their
manager, Tidor Rudas ~ collaberated in the creation Dfé ‘Three Tenors concert in Paris in July
1948 and the Three Tenors album of that concert that was released in August 1998, 17 Nos. 17-
18,21, The Three Tenors previously hiad jecorded two albums: a 1990 alburn, called The Three
Tenors (“3T1™), which was distributed by PolyGram, ami a 1994 alhum, called The Twree Tenors
in Concert 1994 (“3T27}, which was distributed by Wamer, fd No. 220 The 1998 Album
(3T3), like 3TT and 3T2, was recordad at a live voncert event held in conjunction with the final
match of the World Cup soccer tournament and televised throughout much of the world. 77 Nos.

23, 25 Aspart of the joini venture, PolyGram snd Warner alse planned 1o release a Greatest

[B15595.1] 4}



Hits album andfor a “box set™ containing recordings from all three Three Tenors albums. Jol Hu
28

The 1mtial formation ol the jolat venture was documenied in two conlracis: (1) the
“Master Recording Licensc Aprcement” between Warner and Rezarts Production Lid. (“RFL™),
an enfity affiliated with Mr. Rudas, under which Warner obtained the rights to the Paris concert
and agreed to pay an $18& million advance to the Three Tenors (1X 11, the “Rights Agreement™);
and (2} the “The Three Tenors/1998 Concert/Licensc ﬂgrf:rsmf:nt';’ {(JX 10, the “Concert/License
Agreement”) between PolyGram and ‘»‘-;‘arnt:r. EPE No. 32.

The Concert/License Agreement set forth the general terms of the joint venture
between PolyGram and Wimer for the creation of products relating to the 1998 Three Tenors
concerl. RPF Ne. 38, The Concert/T.icense Agreement contemplated that Atlantic would
distribute the joint venture products in the Uniled States, and that PolyGram would distripute the
Joint venture products throughout the rest of the world. fd. Under the Agreement, PolyGram
agreed to reimburse Warner for one-half of the $18 million advance paid BPL under the Righis
Apreement. RPF Mo, 39, Additionally, the Concert/License Apreement recognized .thai Messrs.
Carreras and Pavaretti were party to exclusive recording contracts with labels afitliated with
Warner and Pﬂl}rﬁmm, respectively, and aceordingly required Wamer and PolyGram to waive
those exclusive coniracts so that the artisls could participate in the venture. RPF No. 40 (T¥ 1{j .
9 306, (c)).

As part of the Concert/License Agrecment, PolyGram and Warner agreed to
cooperale in creative issues relating to the vv:nt.ure, such as the selection of the songs 1o be
mcluded on the 1998 Album, TPF No. 41 {IX10% 4}. The same provision of the contrct also

regured PolyGram and Wamner to “corsult and coordinale™ with one another regarding “all

1818595 1] 7



marketing and prometion activities . . .." Jd  According to Anthony 0°Brien and Rand
Hoflman, the Warner and PolyGram executives who negotiated the agreement, this provision
contemiplated that PolyGram and Warner would work together in developing the rnarlce:tir_:g plans
for 3T3 and that each would have access to the other’s confidential plans relating Lo the
marketing and promotion of 3T, RPF Na. 43,

The revenue sharing provisipu1 of the Concert/license Agreement provided that
each patly would be entitled to a fifty-percent reyally on any nel profits (and an obligation to pay
a rovalty at the same rate for any net losses) derived from sales of any produets made pursuant to
tha venture, and thus gave each party a substantial interesl ir. the other’s sales of Three 'J.'en'.:rrs
products made as part of the venture. RPF No. %4.

Finally, the Concert/License Agresment required that the parties use the joint
venture as the exclusive vehicle for the release of new Three Tenors products unttd June 1, 2002,

RPF No. 43 (JX10¢ 99, This “holdback™ pravision was designed to made il clear that the parlies
could continue to sell the 1990 and 1994 Albums during the term of the joint venture; however,
as noted above, the agreement contemplated that the recordings embodied on {hese prier albums
would be included in the box set and preatest hits albums that were to be released during 1..116 life
of the venture and generally required the parties 1o “consult and coordinate™ their merke'ing and
prometional activities with respect 1o Three Tenors products during the fife of the joint venture.
Mr, Hoffman and Anthony O°Bren cach testificd that the *holdback™ provision must be read 1n
conpunction with the ether provisions of the cuntfact and was not ifended to allow either party to
markef its prior album in any way that might have undermined the success of the joint venture.

EPF No. 46-47.

BiBEEE.1] 2



Motably, the Concem’Licsnsa. Agreement did not specafy, and was ned mitended to
specify, all of the material terms of the joini venture. BPF No. 48, For instance, the parties
recognized that, after the joint venlure was formed, they wonld need to reach further agreements
regarding the reperioire 1o be included on BTS; all of the hacessar}f markaiiqg and] promotional
plans for 3T3; the release dates for the album, and all of the other necessary clemenis for the
release of the album. I4. ln negotiating th= Concert/License Agreement, Mr. O’Rrien and Mr.
Hoftman left the specifics of the marketing plin to the relevant PolyGram and Atlantic marketing
pursonnel. [ No. 49, As Mr. O'Brien explained at trial, he believed that PolyGram and Warner
would develop the .spf.:ciﬂcs of their marketing plan _in a commercially reasonable manner,
because they were “partners™ in their joint venture for new Three Tenors produets. Mr, G’Brien
further explained that the “need and desire 1 work Logether™ was “inherent in this agreement,
wnherent m thes jomt venture agreement.” feo Mo, S0,

C. PolyGram™s and Warner's Decision To Adopt Restrictions On Discounting

And Prometion Of 3T1 and 3T2 As Fart Of Their Murketing Plans ¥or 3T3.

PolyGram snd Warmner discussed aliernative siategies [or marketing the cataloy
3T and 3712 products 1 corjunciion with the new album from the oulset. At the first joint
meeting the relevant FolyGiram and Atlantic marketing persornel reparding the markeling plans
for the joint venture, which was held on January 28, 1998 (nrlle week fefore the Concert/License
Apgresment was executed), the parties recognized the need 10 develop a “stralepy oo promotion of
3T1 and 3T2,” and suggested an “‘ad moratorium until November 15" RPF No. 57. As DBert |
Cloeckaert, PolyGram’s Vice President {for Continental Europe testified, it is standard in the
music industry for a recorc company 1o discuss and develop a strategy for marketing an artist’s

catalog products as part of the marketing plans for a new releass by that artist, KPF No. 51-52,
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Complaint Counsel’ s marketing cxpert, Dr. Catherine Moore, alse acknowledped that record
companies typically consider an artist’s catalog products in developing their marketing plans for
a new release by that artist, fd. No. 51.

In discussing the 3T1 and 3T2 catalog products as part of their marketing plans
for 3T3, PolyGram and Warer focused on the promotional opportunity that the Paris can;:;art and
the release of the new album would ereatle for off Three Tenors products, and the need to maﬁge
that opportunity in a manncr thart would maximize sales of all Three Tenors products in the long
term, RUF Nos. 52-25, PolyGram and Warner were p;micularly concerned about the initial
“release period” -- the brief time period sumounding {he release of the new album. RPF No. 53,
FPoalyGram and Warner believed that maximizing sales of 313 during the relesce perind was
eritical to 1he suceess of 3T3, and o the long-term sueeess of the Three Tenors brand, RPF Nos
54-55, Respondents’ marketing cxpert, Professor Wind, testified that thas focus on the elease, or
“launch,” pertad for 3’13 was commercially sound and reasonable:

[TThe success of the launch of the rew product, especially in a very

.nmwd-:d market, really depends c;n focus, on the single dedicated focus to

of the specific product. And any distraction that will prevent this focus.of

all invelved, which means the manufacturers, the retailers, evervbody

imvolved in the launch, [it] is absolutely critical that we have this focus

here.

JX 91, Wind Depo. [r at 9:23~1.G:1ﬂ.

PolyGram and Warner were concerned that their operating companics — which

had lzss ditect imterest in the new album (indeed, in the case o WMI, no {ipancial interest in the -

new album) —weould not be adequately focused on the new release and would use the
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promotional oppertunity provided by the Paris concert and the release of the new allum to
agoressively discount a;nd.prnm{:te AT] and 3T2 durng the 3T3 release peﬁﬂd. RFF Wos. 54-35.
PolyGram and Warner believed that any aggresstve discounting and promotion of 3T1 or 3T2
during the initial release period would harm 3T3 and the Three Tenors brand, leading to fewer
 sales of all Three Tenors products in the long term. [d. That i3, PolyGram snd Wamer believed
that the potential negative eflect on long-term sales of all Three Tenors products from promoting
and discoumnting 37T aﬁd 3T2 during the 3T3 release period outweighed anyﬁux;r'ﬁve effect on
sales of 3T1 and 3T2 that might have been achieved by promoting and discountling (hase
products during the 3T3 relcase penod. fd No. 550 Mr. O°Bren festified that he saw the threat
posed by agpressive dis.munting and promotion of 317 and 3°12 during the initial release period
fior 373 as sufficiently significant that he “would not have continued with the deal” if PolyGram
had sugpested 1t intended te discount and promote 3T1 during {hat time period. RPF No. 56,

At ajomt venlure markeling meeting held on March 10, 1998, PolyGram and Wamer
agreed on thelr strategy for discounting and promoting 3T1 and 3T2 dunng the period surrounding
the release of the new album. Minwtes of the March 10, 1998 mc.ming gtate.:

3T] AND 3T2 CAMPATONS

Agreement reached that on initial POS% [point of sale] materials,
neither company will festure the earlier Zlbums. However, space
will be allowed in free standing display units and counter stands, for
the later inchasion of back catalogue. Agrcement that a big push on

catalogue shouldn™ take place betore Novernber 15,

[6189596.1] 11



RIF Naos. 59-60 (JX 5 at 5. PolyGram and Warner subscquently reforred to the agrocment
reached at this March 10, 1998 mee{iﬁg as a4 “moratorium” on prometion and discounting of 3T1
and 3T2 that would be implemented d.uring the 3'T3 release period. RPF No. 62.

After aprecing to this marketing strategy, the parties subsequently modified their
strategy so that the meratorium would apply only during a ten-week period running frem August
1, 1948 through October 13, 1998, RPI No. 63 (X3 (July 13, 1998 Z-mail from Paul Saintilan
to Chris Roberts, Rand Hoffman, ef af)). PolyGram and Warner agreed that, during the
moratoriuen period, “prices should be ‘.nnrma.l" and not subject 10 any special discounts or
promations.” fd Mo, 84,

D. . The Business Rationale For The Moratarinm.

The relevant PoryGram and Warmer wilnesses identiJed two explanations for their
decisaon to adopt the moratoriwmn: (1) PolyGram and Warner bc:lic-vcﬁ that the moratorium
reflected a commercially sound marketing strategy that was necessary to the leng-tenm success of
all Three Tenors products: and (2) PolyGram and Wamer believed the moratorium was necessary
to prevent their rﬁ-spective operating companies from “free riding™ on the prummiur-lal

opportunity created by the Paris concert and the release of the new album. RPF No. @5.

1 The Moratorium Was Part Of A Marketing Strategy Designed To
Increase The Aggregate Long Term Quoipnt Of All Three Tenors
Products,
PolyGram and Warner thought 1f was entical to focus on 3T3 during the initial
release period, and that the best way to maximize the potential long-term success of the Three

Tenors brand was to create a clear “window™ for the new album during the release period. RPF
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No. 66. PolyGram and Wamer weré conc¢erned thal promoting and discounting the prior albwns
during the peried surounding the release of the new album could have jeopardized the potential
success of the new album by sending a confusing message to consumers and the trade and
divertin.g {he operating companies’ focus away from the new album, which was of far greater
commercial significance to both PolyGram and Warnet in 1998.- RPF Np. 64, Paul Saintilan, the
former Decea marketing executive responsible for 3T3, testified that this concern ever consurnet
confusion was specific 1o 3T3 and the prior Three Tenors albwmns because the parties believed
that the targe! andienee for 313 was comprised of infrequent classical music purchasers who
were particularly susceptible to potential confusion among the va:_'inus Three Tenors products,
and thar this confusion could lead ta lower sales of all Three Tenors products. RPF No. 69.]
PolyGram and Warner did not believe that there was any need to Impose
restrictions on promotien and discovnting of 3T1 and 3T2 vutside the inthial release penod for
3T2. RPF No. 70. Thus, the moratorium was designed 10 balance the inferest in discounting and
promeoting the prior albums during the period sumounding the Pans concerl against the
paramount interest in maximi.zing the chance that the new album would be suseessful. RPF No.
72. The moratorium specifically allowed the PolyGram and Warner operaiing eompanies to
agpressively discount and promote 3T1 and 3T2 during the perinds hefore and after the critical

release perod {for 3T3. RPF Nuos. 72-73.

' Complaint Counsel’s expert economist, Dr. Stockusm, testified that he had “no factual basis to disagree
with [Mr. Saintitan], he certainly knows his business better than | know hig business - ‘I'tial 1. at
726:1-10. Complaint Counsel’s markefing expert, Professor Moore, also validaied Mr. Saintilan’s
cancems by testifying if all three albums were displayed togetier in record stores as a result of promotivnal
activities relating tu the prior albums during e period surrounding the relsase of the new album, it was
possibie that some consumers would be confused by the thres afbums and not buy any Threc Tenors album

atall. fd at 176:20-177.2,

[618996.1) I3



Accordingly, aftcr several of its European operating ¢ompanies requested
permission to discount 371 in June and July (e, before the release of 3T3), FPolyGram
inf;::rmecl the operating companies that they were authorized 1o “goeTessively promole the 3
Tenors 1? album and video . . . around the time of the 3 tenors concerl.™ RPF No. 75, (April 29,
1998 Memorandum from Stephen Greene and Paud Sainfilan to European Classical
MDs/European Label Munagers). The Apnl 29, 1998 memorandum stressed the reasons why
discounting should not be penmiited 1o uccﬁr during the initia) period following the release of the
new album:

The key poinl 1o observe is that the “original™ album should not

intcrfere with the lavnch of the new album (August 14) and all price

discounting activity should be discontinued from July 24 to allow a

cooling off period. [Further to this, we also have an agreement with

Atlamite Records that no advertising or point of sale material

vriginated for the launch of the new album will fature packshots of

the provious albums. This wall help cnsure thal when purchasers

walk 1nto retail on the day of release they face a smiple, unclutterad

selling pmpﬂsi’[i:ﬁn . ... This agreement {which includes price

discounting) will be enforced from July 24 unti] the Christinas

campaigns hit the shops, when the original album will undoubtedly
be promoted as a priovity release (as it always has been}, . . ['l'jlhis
new policy striles o halance betwzen maximizing an opportunity on
the ‘original albwm’ and yet protecting our considerablc investment

in the new album.”
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RPF No. 76.2

Mr. Cloeckner: testified 1hat this sirategy of promoting the ¢atalog product during
the months preceding the release of the new alburm, and then focusing all attention on the new
album once 1t relcase, “malde] commercial sense™ and was consistent with PolyGram®s general
practices in situations where il owns both the catalog products and the new release. RPF No.
8. Mr.CloackaEﬂ balizved that this was the most commercially reasonable strategy for 3T3 in
1998, fd. Complaint Counsel’s markeling cxpurl, Professor Moore, aereed that it makes sense
| for a record conpany o consider an artiat’s catalog albuams in developing the marketing plans
for a new album by that artist, id (Ttial 17, at 153:12-154:11}, and that Mr. Clozckaert’s
sirategy for promoting Three Tenors products in Summer 1998 by promoting the prior albums in
June and Tuly, and then focusing on the new album when it came out, “makes sense.” J& {Trial
Tr.at 165:10-175:17). Professor Moore testificd that this stratepy of disconlinuing praanouonal
activities during a period surrounding the release of a new album by an artist is a reasonable

marketing strategy for a new album. RPF No. 81 (Trial Tr. at 158:5-163:4.)

2. The Moraterium Was Designed To Prevent The Operating Companies
From Free Riding And Opportunistic Behavior,
FolyGram and Warner also were concemed that, absr-:nt a clear message regarding
Lht:il; murkeling sirategy with réspl:ct 10 the cataloy 1:.111_1(1[11:15, their respective operating companies

througheut the world — and particularly their Buropean operating companies — would exploit the

* Many PolyGram operating companies discounted and promoied 3T1 during the june-Tuly 19938 period
preceding the release of 3T3. RFF Nos, 77. In some counlries, the vast majority of unif sales of 3T1 for
the enlire year were made during that fwo-moenth (ime peniod. BPF No. 79, The Uniled States operating
company, which has sold 3T1 as a top-price album since its imtial release i 1998, did not discount 3T1
any relevart Ume perdod, RPE Na, 80,
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promotional opportamly surrounding the Pans concert and the release of 3T3 in ways that would
ﬁ.nde:mme {he initial success of 3T3 and the long-term suecess of the Three Tenors brand-. RFF
MNo. 83.
The parties recognized that the Paris concert and the release of the new album
_created an important opportunity for promoting Three Tenors products that existed only because
the: joint veniure existed and wanted to ensure.thal their substantial expenditures that created this
opporiunily were dircoeted towands salos of the new album rather than .lht' prior albums, RFF Mo,
92, PolvGram and Warner were concerned that their respective operating comparics — which
had access 1o the confidential marketing plans for the joint venture — would exploit that
opportunity to the detriment of the joint venture absent clear instruction an the marketing strateay
for 3T3. Jd This concern was particularly aculc with respect 1o WMT — the Wainer entity
responsible for distribution and marketing outside the United States - becanse WHMI marketed
and distributed 3T2 but had no financial finterest in 3T3. RPF No. 93 (T riaI. Tr. at 502-512, 527-
38).

WHI's interest in free riding on the promotional opportonaties creatcd by the joint
venture was clear from: the outset. Even bedore the Concert/License Agrecment was signed,
Ramon Lopez of Wh] sought to condition Atlantic’s use of 3T2 us part of the greatest hits and
hl.:'.r}( set albums that were to I produced as part of the joint venture on an. agresment 1o allow
WM to significantly discount 3712 during the period surreunding the release of 3AT3. RPF No.
94, Mr. O°Brien believed that the condition souglt by Mr. Lopcz would “blow the deal™;
accotdingly. he wrote 10 Bob Taly, the mast senior executive of Warner Music Group, to explain
that the condition sought by Mr. Lopez was unreasonable. RPF Ne, 65 {CX 566). Mi. Q°Brien

entered into the Concert/License Agreement believing the 1ssue had been resolved and “very
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confident that [Atlantic and PﬂlyGﬁm] waould be able to use 1ﬁc [3T2] reperloire withoul the
conditions that would sariously undermine the Jaunch and viability of |3]T3.7 RPF No. 96 (Trial
Tr.((’Brien) at $11:15-512:1).

However, WMI persisted with its plans to free ride on the joint venture even as
Atlantic and PolyGram developed the marketing plans for 3T3. WM developed plans to
disecount 3T2 in Europe from May 17, 1998 through December 31, 1958, a period that included
the proposed moratorium period. RPF No. 97. Atlantic explained to Mr. Lopez that WMI's
proposed European discounting campaign, under which WMI would be seeking to “take
advantage of [Atlantic’s] and Poly(Gram’s tnassive publicity campaign to sell [its] catalog
album,” “conld have a serious impact on PolyGram’s markeiing of the new Three Tenors slbum,”
RPF Ne. 98 ()X 7 (Memorandum from Val Azzoli to .Ramr.:u; Lepes)t. Mr. (3*Brien testified that
WMI’s proposed Eurnpsan discounting campaign “couid have bad & scriously negstive effect on
our — on the [aunch of our "98 {album),” I'rial Tr. at 536:21-337:10, and thus was not in the
overall best interests .;:ilf Warner Music Group. Hecause of the moratorium, Mr. O'Brien
ultimately was able Lo persuade WMI not to conduct its Eurepean dismuuting campalgn dunng
the moratorivm porlod. Tnal Tr. at 108,

Mr. OFBrien testificd that, if free niding activities such as those proposed by WM_l
had undermined the success of 3T3 during its initial releasc period, PolyGram and Wamer may
have spent less money premoting 3T3. RPF No. 101.7 Aggressive discounting and promotion of

3T1 or 3T2 during the 3T3 release period alse could have reduced the long-term output of Three

: Complaint Counsel’s cconomist, Dr, Stockum, testified that Atlantic might have spent less money
adverfising and promoting 3T3 il “prople werc buving 3T7 and 3T2 instead.™ RPT No. 100 (Trial Tr. at
T29:11-25; id. at 730:17-731:3). Complaiot Counsel’s marketing expert, Professor Moore, testified that
PolyCiram and Atlantic were likely to alier their promational spendmg on 313 depending on how it
performe:d during the initial period following its relessz. f4 (Trial Tr. at 147-09),
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Tenors products, by making it less likely that 3T3 would be successful and less likely that the
parlies would release the greatest kats or box-set albums. RPF No. 83, Complaint Counsel’s
expert economist, Dr. Stockum, admitted that the parties could have had legitimate concems
regarding the “asymmetrical effects” aggressive promotion of 3TT and 3T2 dul'.ing the initial
releasc period could have bad upon 3T3 and the Three Tenors brand, and that the moratorium
ceuld have been procempetitive insofar as it was designed to address those concerns. RFF Ne.

141.

3.. The Moratorium Was Narrowly Tailored Ta The Specific Needs Of The
. Three Tenors Joint Venture. |

Pﬂ}rGram and Warner limited the moratorivm to apply only 10 two older catalog
cd’s (3T and 3T2) during o U.'.‘;‘.I'i—‘k‘l.-’tt-ttk period surrounding the release of 3T3. RPFNo. 102, The
| moratorium was designed to address PelyGram’s and Warner's specific concerns regarding the
need 1o ensure & successful launch of 313 and to prevent firze riding and opportunistic behavior
during the release period, while ensuring that there would he no rasirictions on aggresgive
cormnpetition betwesn 3T1 and Eﬁ outside the moratorium period. RPF No. 1{}3. The relevant
PolyGram and Warner witnesses testified that the Three Tenors joimt venture was unique ip 2
rumber of respeets, thit the moratorium wag necessary because of the unmgue features of the joint
veniure, and that they ‘were unaware of any other sifuation in which a restraint like the
moratorium had been mnsida]'ea or adapted. RPF Wo. 104, Complaint Counsel’s marketing
expert, Professor Moore, was unable 1o identify any other similarly structured jomt venlure

betwaen two record cornpanics. J4 (Trial Tr. at 188:15-191:1, 258:8-259:15).
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E. The Fotential Competitive Effects Of The Moratorinm.

Complaint Counsel have not alleged the moraloum had any actusl
anticompetitive effect in any relevant maa;ket; and Complam Counsel’s expert w_anomist, Dr.
Stockum, testified that he did not conduct any of the analyses necessary to evaluate the actual,
net cumpétitivc effects, if any, of the moratorium, REF MNe. 123 (TX 85, Stockum Depo. Tr. at
42:22-43:16); Tnal Tr. at 645:25-652:18). Dir. Stockum acknowledged thal 1o do a “complele
end comprehensive analysis of the Three Tenors maratorium,” he would need to take into
account “maﬁy additional factors,” including: market definition, market shaye, analysis of actual
advertising practices and discounting practices, o name a few.” fd {Tmal Tr. 647:10-649:17).
Dr. Stockum also recogmzed thal any economic analysis of these factors would need to consider
th; overall effects, if any, of the moratorivm on compefition, and that an economic analysis
wauld be insufficient if it ccnsideﬁ:d only any effects the moratorium may have had on sales of
3T1 and 37T2 during the ten waeks it was to be in effect. RPF No, 105 (*[W]e are not just
concerned about the ten weeks.”). With respect 1o the Uniled States market, Dz, Stockum, was
unubie 1o identily any competition thal was likely o veeur absa:nl.lht: moratorium but that did
not ogeur because of the moratonum., RPF N, 122,

The PolyGram and Warner witnesses involved in marketing 3T3 believed that the
mc:-ratﬁrium likely would have led 1o increased output, According to the relevant witnesses, any -
increase in sales associated with discounting and prometion of 3T1 andf/or 3T2 during the
moratoriwm likely would have been ourweighed by the decreased sales of 313 associated with

such discounting and promotiopal setivilies, and that the moralonum thug was likely 1o increase
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the aggregate output of Three Tenors products. REF No. 109.* Additionally, insofar as the
moratoriun was sucecssful in ensuring a successiul laupuh for 3T3, it would have led to
additional pn_:rmntimnai expenditures on 3T3. RPF No. 108,

PolyGram®s expert witnesses — Professor Jery Wind of the Wharton School and
Professor Janusz Crdover of N.Y. U, — confirmed the PolyGram and Warner witnesses” views
regarding the potential procompetitive effects of the moraterium. Professor Wind opined that
the moratorinm represented a reasonable commercially sound marketing strategy for developing
the Three Tenors brand and maximizing the petential Lor the long-lenm success of Three Tenors
products, RPF No. 112 (Wind Repeort at 16-17; IX 21, Wind Depo. Tt at 9:7-10, 16:3-23:12,
26:7-27:8, 36:22-37:13, 49:2-50:24_ 60:15-63-22}. Professor Wind also opined tﬁt, heeanse
releilers wore free o adjust their purchasing patterns in light of the moratorivm’s limited
curation, this strategy was unlikely to have anv adverse effect on consumers, RPF Mo, 113 (I
717, Wind Report at 16-17). PolyGran’s expert economisl, Professor Ordover of New York
University, opined that the moratorium was “reasonahly relaed” 1o the joint venture and
“reasonably necessary™ tg achieve its procompetitive benefits because it was designed to prevent
the PelyGram and Warner operaling companes from frec riding on the promotional efforts of
the joint venture. RPF No. 114 (RX 716, Ordover Repert at 3, 12-20; JX 90, Ordover Depo. Tr.
at 52:11-77-7). Complaint Counsel’s expert economist, Dr. Stockum, testificd that

Respondents® “efficiency justifications™ for the moeratorium are “plausible” as a matter of

* The relevant witnzsses did not believe the moratorinn would have any effect on the price of 3T1 or 3T2
in the United States, because those products never have been sold at md-price io the United States and
comtinued to be sold with the nonral range of discounts and allowanees in the Unitad Statas during the
moratarivm parind. Complaing Counsel”s marketing expert, Profasaar Moore, also westified that temmporary
price reductions to mid-price ave not used to promaote records in the United States, and thus implicitly
conceded that the moratorium would not have had any effect on the price of 3T1 or 3T2 in the Tiited
States. RIPPF No. 111 (Trial Tr. at 186:17-22, 188:6-143.
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Ecgnnmics. RPF No. 117 (Stockum Depo. Tr. at 155:17-21; Trial Tr. at 641:13-644:9), Dr.
| Stockum also identified as the basis for his conclusion that ihose justifications were not
sufficient to trigger a need for more detriled analysis under the rufe of reason was the fact that
he had not seen any contemporanecus documentation il:]ﬂ]'l.ﬁﬁ'y'i]'lg those justifications. RPF No.
110 (Tﬁul Tr. al 627:4-628:6, 637:1 5—6.38:21, 721:24-722:13, 813:5-815:8, 835:2-838:14).
However, 2s discusscd above, there was extensive contemporaneous documentation discussing
the parties® views that ageressive discounting and promotien of 3T1 and 372 during.thc initial
release period posed a substantial threat to the joint venture and the long-tenm success of the
Three Tencrs brand and that the moratorium was needed 1o address that threat.

F. PolyGram's Decision To Abandon The Moraturium And The Unlikelibnod of

Recurrence.

PolyUram ultimately chose to abandon the moratorium beforc it was
implemented. Before the moratorium was implemented, PolyGram informed its eperating,
companics t‘ngt:

With immediato offect Decca has coneluded that it is appropriate

to adopt a flexible position that allows operating companies the

chanee to make their own commercial decisions on the oplinum

pricing of the 1990 album. We would emphasize, however, that

in deciding on how to market and price the 1950 album, operating

companies should take full aceount of PolyGram’s massive

investment in the 1998 album and the need to maximize returns

on thes mvestment,
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Contrary to any previous suggestion, there has been no agreement

with Aflantic Records in relation to the pricing and marketing of the

previous Three Tenors albums. Clearly it i3 in our inlerests to

protect the 1998 album, but if other commercial consideraions so

dictale, you have the discretion to act as you best see fit.

RPF No. 146 {D{ 76 (July 30, 1998 Memorandum from Paul Saintilan to Disteibutien Listh.”
Consistent with that memorandumn, several Poly(rram eperating companies discounted 371
during he would-be moratonium period. RPF INo. 148,

Complaint Counsel have not alleged or provided any evidence that Respondents
have ¢ntered into, or have considered entering inte, any agrecment similar to the moratorium,
either in the context of another joinl verture or otherwise. RPF HG. 149, The relevant withesses
testified that the eemrral {eatures of the Three Tenors joint venture were unique in their decades
ol colleclive experience in the music industry, and that they were unaware of any other
cireumstanee 1n which two record companies considered or adopled any similar agreement. RFF

Na. 150,

ill. ARGUMENT

The moratorium cannot be evaluated under the abbreviated form of antitrust
analysis on which Complaint Counsel exclusively relies. This is not a per se casc. The

moraloriug was not a naked agreement — it was an otepral part of a pro-competitive joint

3 PolyGram’s deeision to abandon the moraterium was communicated to Warper, which also

indicated to PolyGram that it was not going te implememnt the morstorinm, but ihat i nonetheless would not
ba disconnting 372 during the period surmounding the release of the new album becange Mr. Rudas {who
had a contractual right to approve any discounting campaign) had not approved WI's raquest to discounl
AT2 during that time period. RPF No. 147.
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venture for the creation of new Thres Tenors prdducf.s, an ancillar:.,f reztraint that must be
analyzed under the rule of reason. Under the rule of reason, the moratorium cannot be found
unlawfll without at Jeast some showing that it had some actual anticompetitive effeerin a
relevant market. The rule of reason alse precludes any finding of illegality absent evidence of an
actual, net anticmﬁpetitiva effect where, as here, there arc plansible procompetitive justifications
for the challenged practice. Because Complaint Counsel offered no evidence of any actual
anticompetitive effect, and bacause the pmmmpeﬁtivejuﬁtiﬁcaﬁﬂns in the record are both
plausible and valid, Complaint Cq:j:u:nsel failed to establish a vielation under the rule of reason.

. Complaint Counsel’s case also fiils becuuse they fatled to provide evidence of the “cognizable
danger of recurrent violation” that is needed 10 support prospective relief such as that sought
here.

A, The Moratorium Is Not Mlegal Per Se.

_ The rle of reason — under which 2 violation may be found only where an alleped
resiraint results in some aclual, net anticomperitive cffeot in a relevant market -- is the
presumptive mode of antitrust analysis, Celifornia Dentad Ass'nv. FTC 526 U.S. 756 {19997;
Continenial Airlines, Inc. v, United Airlines, Inc., 277 T34 499, 500-10 (4th Cir, 2002). An
allcgzd restraint qualifics for per se condemnation only it it falls within the handful of well-
established categories of naked agreements between compelitors ﬁith which econemists and the
cowts have substantial experience and, based on that experience, can conclude with confidence
both that they are Lkely 1o cause substantial harm to competition and that they have no
procompetitive potential. See, ez, United States v. Socony-Vacuwm Oif Co., 310U.8. 150, 218
{1940} (finding horizontal price-iixing agrecment per se illegal).  Withow excepiion, courts have

refused invitations to apply per se labels 1o alleped restraints that were adopted in the context of
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joint ventures and other forms of legitimate collaborations among competilors. See, e.g, NCAA
v. Board of Regents, 468 U.8. 85, 100-13 {1984) (applying “quick look™ vorsion of rule of reason
1o restraints adopled as part of colege foothall joint w;:nture:}; Chicago Prof'l Sporis Lid. P 'ship
V. National Baskethall Ass'n, 561 F.2d 667, 673 (Tth Cir. 1992) (holding thal “the Rule of

' R.aﬂsc;n supﬁlies the framewotk for unitdrust analysis™ of reatraints adopted 1n the context of joint
ventures; invalidating resiraint under .“quilck look™ version of rule of reason); Poflk Bros. v. Forest
Cirv Exters, Inc., 776 F.2d 185, 189 (7th Cir. 1983) (voncluding thal agreement nol (o compele
adapted as part of joint venture was lawful under rule of reason), United States v Visa US4,
Inc., 163 F. Bupp. 2d 322, 343-406 (S.D.N.Y. 2001) (holding that restrictions on competition
adopted as part of Visa joint ventore were illegal under full rule of reason). There simply isno
authority that supports Complaint Counsel’s position that an agreement that was adapted in the
context of a joint venfure and that was ancillary 1o the purposes of the joml venture ever can be
invalidated withoul any amalysiz of the anticompetiiive E:ﬁ“.ects of the restrean? or its poteniial
procompetitive jusﬁﬁcatinné. Rather, Complaint Cuurl.scl’s pnsitiﬂn.is directly ar odds with both

conlrolling law and the Commission’s own guidelines.

1. An ancillary resiraint need not he “necessary™ or “essential™ to a joini
venture to merit congideration under the rale of reason.

Although Complaint Counsel have repeatedly sugpested that the moratonum may
be invalidated (£t was not “necessary™ or “essential™ to the formation of the Three Tenors joint

venlure or 1ts efficient operation, itis clear thal an agreement adopted 1o the conlext of a joint
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venture may be ancillary — and tos subject to analyals under the nale of reason, not the per 52
rule — even if it was not “necessary” or “essemtial” lo the fermation or efficient operation of a
joint venture. Under Complaint Counsel’s contrived “necessity™ requirement, eﬁery restraint
related to a joint venture would necessarily oe either per se illegal (because it was noi
“necessary” o1 “'essential” 10 the integration) or “per se” lawtul (becauss it was “necessary™ or
“eazential” to a procompetilive integration). There would never be a need for rule of reason
analvsis of the net competitive effects of a joint venture restraint. Complaint Counsel’s own
economist admits that this rule would Jead to inefficient results, because a practice may
contribule 1o the efficiencies of a joint vepture (and thus benefit consumers) even if it is not
“riccessary” or “essential.” RPF at 128. And the Commission’s own Guidelines for
Collaborations Among Competitors ("Guidelines™)y (Apnl 2000} state that a restraant need only
Ire “reasonably necessary” o pm—compeﬂti-ve collaboration for it to be exempt from per se
analysis. f4 at 8-9.

The many cases in which cocrts (including the Supreme Court) already have
applicd the rule of reason to alleged jomnt venture restraints withou! requiring apy showing that
the restraint was “neccesary” or “essential” demonsirate that Complainl Counsel’s “necessity™
requirement ig baseless. In NCdd v Board of Regenis, 468 18,85 (1984), for instance, the
Supreme Cowt did not consider whether the restrictions on colleps football ielecasts at issue
there were “necessary™ or “essential” o the formation, existence or continued r:r.pcratiﬂn of the
NCAA. The restriciion =t issue in MCUAA plainly was #ed necessary to the formation or efficient
operation of the NCAA because they were adopled decades after the organization was formed
and related only to one of the many functions that the orgamzation serves, The Court

nevertheless held that “it would be inappropriate w apply a per se nule in this caze,” because the

[8165906.1] 2%



case “involvefd] an induatry in whoch horizontal restraints on competition are essential if the
product i3 1o be available at all.™ 17 at 100-101. The NCA4 Court did not hold, as Complaint
" Counsel sugwest, that the rule of reason applies only if the “particular” restraint is “necessary™ or
“cesemtial” {o the jont vendure, As Judge Poaner has explained

[T]he court in NCAA did ot condition the applicability of the Rule of

Reason on proof that the particular restrietion that had been challenged was

necessary if the product was to be hrought to markel al all. There was,

however, a plawsible connection between the specific restriction ami the

essentiai character of the product. . T-t was arguable, in other words, that

the television output restriction was “arciffary’ W a Fawful main purpose.
Creneral Leasewayps, Ine. v National Truck Le;a.s':'ng,d.m' 'n, 744 F.2d 588, 595 (7th Cir. 1984) (ciung
NCAA, ;441 s, at 100-01) {eraphacsis addcd].ﬁ

Likewise, nothing in Sroadegst Music, e v CBS, 441 11.8. 1 (1979), suggests
that a restraint must be “necessary™ or “essential” 10 a collaboration to be subjeut o the role of
reasow. In considering whether the ASCAP and BMI blanket licenses were illepal per se, the
Court asked “whether the effect and . . | the purpose of the nraclice are to threaten the proper
opcration of our predominantly free-market economy - that is, whethear the practice facially
appears 10 be onc that would always or almost always tead to restrict Eﬂmpetiﬂr:rn and decrease
output, and in what portion of tbe n.-;aﬂcet, or nstead one designed 1o fincrease economic
efficiency and render markets more, rather than less, competitive.” Jd. 2t 19-20 {guoling United

States v. Gypsurn Co,, 438 TS, 422, 4360, 13, 441 n. 6 (1978}, The Court’s conclusion that the

" The NCAA Court held the television restrictions were unlawful under the rule of reason because “NCAA
football conld be marketed juys ay effectively without the television plan.” 468 V.8, at 114,
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blankct licenses were not illegal per se — fe, that it was “not a ‘naked resirmn[t] of imde with oo
purpose except stifling of compettion,” i at 20 {quoting White Motor Co. v. United Stutes, 372
1.8, 253, 263 {1963) — was nol trigger=d by any finding that the blankel license was “necessary”
or “essential™ to the joint ventures, ot rather was based on the finding that the licenses
“accompanie/d] the integration™ inchuded in the joint ventures and provided a “sql:u.stanﬁal
lowermyg of costs”™ in comparizon tg individually negnliated licenses, fd at 20-21 {emphasis
added). The Court recognized thet ASCAP and BMI could have adopted individually negotiated
licenses ﬁith the television networks, but held that it was nof necessary for ASCAP and BMI 1w
pursue that ablernative becauze the “blanket license” provided a “subslantal lowcering of cosis™
and was thus “potentially beneficial to both s=ilers and buyers.” 14 at 21 (emphasis added).”
Numncrous other cases make clear that there is no basis for requiring a restraint to
be “necessary™ or “essential™ to the formation or efficient operation of a joint venture to be
subjcet to the rule of veason. In Chicage Proff Sporis Lid Pship v. National Basketball 4ss'n,
961 F.2d 667, (7" Cir. 1992), the Seventh Circuit addressed restrictions on the televising of NBA
baskelball games — again a restriction that was unquestionably not “HﬂCﬁSSEI].f;’ or “cssential” to
the {ormation or operation of the NBA itself. The court held: “[i]f the NBA is a joint venture,
then the Rule of Reason supplies the framework for antitrust analysis . .. N¥CAA leaves no room

for debate.™ 961 F.2d a1 673.

" The £MT Court did note that joint yentures are not unlaw(ul as price-fixing agreements “where the
agreemelt on price is necessary to market the product at all,” bul only as une of several illustrations of the
more general point that “[njot all armngements amang actual or patential competitors that have an impact
O price are per fe violations of the Shennan Act or even unreasonable resfraints.™ ff at 24, In light of
1he Court™s recogmition that ASCAP and BMI could have adopted individualky nagotiated licenses, this
passage slainly cannot be read to sugeest thal the rule ol resson applies ondy where a rastraint is
“necessary™ to a jeind venture,

[618995.11 . 27



In Rothery Storage & Van Co. v. Atles Van Lines, fnc., 792 F2d 210 {D.C, Cir.
1986), the I1.C. Circuit evaluated a prohibition on campehnon by members of 2 “joint venture™
of van lines with that venture. .Judgf: Bork held that, to avoid applica‘[.inn of the per se rule, a
restraint need only _he “ancillary™ te the joinl venmure:

To be ancillary, and hence excrnpt from the per se rule, an agreciment

gliminating competition must be subordinate and collaters] to a

separate, legitimate transaction. The ancillary restramt is subordinate

and collzteral in the sense that it serves to make the main transaction

morc effcctive In accomplishing its purpose. Of course, the restraint

imi::mscd must be related to the efficiency sought to be achieved.
792 F2d at 224; ree aiso id. (“the challenged agreements are ancillary in that they enhance the
elficiency ol [the] union by eliminating the pfublt:m of the free nde™); id. at 229 (“(hese restrainls
are anciflary to the contract integration or joint venture . . . [because thoy] preserve the
efficiencies of the nationwide van line by eliminating the problem of the free nde™). Nowhere
does Tudge Bnﬂ{. sugaest-that the particular restraint must be “necessary™ or “essential™ in order
to avold per se condemnation.

Similarly, in Polk Bros., lne. v, Forest City Enters., Inc., 776 F.2d 185, 189 (7%
Cir. 1933), judgé Easterbrook emphasized that “[z2] courl must distinguish between ‘naked”
resir.aints, those in which the restriction on competitzon ig unaceompanied by new production or
products, and ‘ancillary’ restraints, those that are part of a larger endeavor whose success they
promote.” 776 F.2d at 18E-89. “A resiraunt 15 ancillary [and therefore subject to the rule of
reasort] when it may contribute to the euceesse of a cooperative venture that promises greater

productivity and output.” fd. In Peik Bros. itself. the court upheid under the rule of reason an
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agreement botween the partners in the building of a joint retail facility that they wﬁuld not
compete by selling any products sold by cach other in that facility. Cbviously, that apreement
not 1o compele was no more “necessary” or “essential” to the buliding of a jﬂint. facility than the
alleged moratoriumn here was te the release of the third Three Tenors album; i was, however,
‘_‘a.ncillar}f’ 't the joint venture because it eliminated the potential for *free riding™ by one
voenlurer on the promotiona! efforts of the other.

In short, the case [avw makes clear that, because the allesed moratorium was
adopted in the context of and was ancillary to the joint venture between PolyGrum and Warner, it
is n::rt. per se itlepal but must be evalu_atﬂd under the rule of reason — and that there 15 no basis for
considering whether it was “necessary” or “essenlial™ to anyvthing.

2 The moratorium can he ancillary even thongh it applied to products that

were not created or marketed as part of the joint venture.

| Compiaint C.Uunsal’s conlention that the moratorium may be found unlawful
withont any consideration of its actual anticompetitive effects simply because it applied to
products thal were not created or marketed as part of the joint ventore is equally wrong. First, a3
“d [aelual malter, it js not the case that 371 and 3T2 were “outside™ the joint venture — as part of
the joint venture, Poly(Gram and Warner agreed to col]abafaté in producing Greatest Hits and
Box 5ot albume that would include recordings from all three Three Tenors albums, RPF Nos. 28,
35, and plainly had a lepitimate interest in maximizing the suecess of the entire 'l"hrée Tenors
product line so that those later products could be suecessful. The relovant PolyGram and Warner
wilnesses testified that an artist’s catalog products fypically are considercd in developing the

marketing plans for a new album by the artist,. BPF No. 5], Complaint Counsel’s marketing
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expert, Professor Moore, testified that it *made sense” for PalyGram and Wamer to consider 3T1
and 3T2 in devcloping ﬂmir.markcting plans for 3T3. Jd. And Complaint Counsel’s economst,
Dr. Stockum, testified that a testraint adoptec in ﬂ1e context ol a joint venture may be efficient
(and thus procompetitive) even if it a ppliés to produets that are not created or marketed as part of
the jownl venture, BPF No. 129

More fundamentally, there 18 no legal rule that precludes the parties to a joint
venture from reaching aneillary agrecments relating to producis that are not themselves created or
marketeﬁ as part of the joint venture. Thus, in Polk Bros., lwo relail firms — one (hat sold
appliances and home furnishings and one that sold bwlding maierials, lamber, tools and clated
products — entered into a collaboration te finance the building of a store large enovph to house
both. 776 F.2d at 187. The firms could have bt did rof integrate their assets in any other
respect; they did not agree jointly to produce, distribute, sell, advertise, or promote apy product
whatsocver. Thus, the sole integration of assets was a pooling of financial resourees to build the
store and the partitioning of the space in that store.  [In conneciion with that limited integration of
assets, the firms agreed that neither would sell certain types of produets sold by the other -
products that were “outside” the integration of the firm’s assets. The Scventh Cireult
nevertheless held that the non-competifion agreement was subjeet fo the rule of reason, not t'qe
per serule. Id ar 188-191.}

Similarly, in United States v, Visa US.A, Inc., 163 F.Supp.2d 322 (SDNY.

20017, the court applied the rule of reason to agreements among the members of the Visa and
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MasterCard joint ventures that no member would compete with the joint venture by offering
American Fxpress or Discover cards. In that case, the United States “agreefd{ that analysis of
the defendants’ . ., exclusionary rules involves application of the rule of reason.™ fd, at 343,
Ohwinusly, Amr.;.:rimn Express and Discover cards w::r;:: not “inside” the mtegration of assets by
the Visa and MasterCard joint ventures; they (like 3T1 and 3T2) were unquestionably “non-
venture products.” Complaint Counse!’s pesition in this case is squarely at odds with that of the
United States and the district court in the Visa cuse.

Complaint Counsel’s position is also inconsisicn! with the Cormnmission’s own
Guidclhines. In Example 10 of those Guidelines, the Commission (and the Department of Justice}
hypothesize a collaboration between two computer finms to develop and market new word-
Trocessing ﬂ[ﬁf’l';vare. (ruidelines at 34, Both firms have pre-existing word processing software,
Lut that software is not integrated inic the parties” jeint venture {élthoug,h it presumably could
have been). Instead, the joint venture partners agree “(hat neither will sell its previcusly designed
waord-processing program once their jommily developed product is ready Lo be introduced.™ fd.
The Guiﬁ&_linas do not indicate that this agreement would be per se illegal simply because it
involves a restraint on “non-venture praducts.” To the contrary, the Guidelines expressly provide

that the agreement may be subject fo analysis upcer the rule of reason, depending upon the extent

¥ As explained belaw, the alleged moratorium here was more closcly related to the partics” integration of
assets than the restramt m Polk Bras. Here, the “frec riding” concern that motivated the alleged
moratorium related to potential free riding on the advertising and promotional expenditures and
confidential marketing plans of the joint venture — that is, on the integrated assets of the veoturers —
whereas in Polé Bros. the concemn related to potential {ree riding on the independent advertising and
prumetional cxpendilures (made from uninlegrated assels) of the individoal retail {inns.
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c;f inquiry needed o determing i3 relationship to the procompetitive benefits of the joint venture
itself.”

Another case Complaint Counsel have previously cited, it re General Motors
Corp. and Toyvora Morors Corp,, 103 FT.C 374 (1984), vacared 5 Trade Reg. Rep. (CCH)
23,491 1983 WL 767061 {F.1.C.) (Oct. 29, 1993), is relevant to this case — but it plain]y supparts
Bespondents’ position. The consent decree in that case — which precluded GM and Toyola from
" exchanging information regarding products that were not part of the joint venture — subsequently
was vacared by the Commission. It was vacated because the Commission concluded the
restriction contained in the DU:]SEnt_dac-raE, Was 10t necessary to prevent any anticompetitive
conduct, and indeed may have prevented procompetitive benefits of the jomt venlure by
“increase(ing] the costs of the joint venture and hinder(ing] the ability of respendents and the
joint venture to respond to competitive conditions.” 1993 WL 767001, at 6. Thus, mther than
establishing a rule that restrictions on products “outside™ a joint venture are impermissiblc,
GMTopota instead stands for the precisely the opposile proposition in demonatrating that such

restraints may be procompetitive and are thus subject to the rule of reason. 1

3. The lack of judicial experience with similar restraints mandates Fule of
reason analysis.

? Complaint Counsel's exper, 17, Stockuin, testified that the non-competition agreement posited in
Examiple 10 of the Guidelines would bs substantialiy inore restrictive of competition than, the allcged
moraloriurn agreement, at issue here, because (1) it would prohibit sale of the pre-existing products
aitogether, as osposed to {eaving Lhose products mm the market, and (2 it would be a permanent ban an
gales, as opposed 1o a2 L0-week moratoriom. KEPF No. 124
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The compiele lack of judicial experienee with any similar restrauml adepted in
circumstances comparable 1o those surrounding the moratoricm provides yet another reason that
the agreement {s subject o the rule of reason. Cowrts have repeatedly ftowned wpon efforts 1o .
pizeonhole novel situations o the Tow well-established and narrowly-delined ealegorics of
apreements that are ilegal per se, holding that any abbreviated form of antitrust analysis must be
deferred until after courts have had extensive H.I‘.rd consisient experiences demonstrating that the
agreements at issue are of a type that virtually always have anticompetitive effects and lack any
redeeming value. See, e.p, California Dental, 526 1.8, 756, 771-81 (hoiding that courls must
“look| ] to the circumnstances, details, and logic™ swrrounding any alleged restraint before making
any finding that it is in violation of the antitrust laws}: Broadeast Music, 441 1.8, at 7-8 {per se
rule is Hmited to practices that are “so plainly antcompetitive™ and so “lack]ing] . . . any
redecinimy vittue™ that they can be “cnnclusivefy presumed” 1o violate the antitmst Jaws),

Cﬂu.r[s have had ne prior experience with alleged resimints [ike the proposed
moratorium. Endeed, the Three Tenors joint venture is itself vgue. Ruspondents® witnssses -
with decades of experience in the music industry - were aware of no other jeint venture wherchy
two Tecord companies have "J;"t:rrkﬂd together to develop, record, market and distribute an alburn
of new recordings by artists who have pre-existing recordings distributed by each company and
have agreed to share equally in the costs and benefits of fhe venture, RPF No. 15¢. As the

relevant PolyGram and Wamer witnesses explamned, the moratorium arose in the unigue context

1" The fact that the moratorium was adopted shortly after PalyGram and Warner executed the contracts
uadetlying their Joint venture i imelavant 1o the isgue nf whether the moratoriom was ancillary to the joint
venture. As discossed in more detail helow, Complaing Counsel’s and PolyGram’™s expert economists
agres that a e requiring a resiraint o be adopted epon the formation af a joint wenture for 1t w be
considerad ancillary would create substantial disincentives to entering into joint veniures in g [irst place,
and the casc law has repeatedly analvzed restraints as ancillary restraints subject to the rule of reason even
when they were adopted after the formation of a jeint venture.
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of the Three Tenors joint venture and was motivated by the unique circumstances of that jeint
venture — 2 juir.ﬂ venture between the owners of the two prior Three Tenors ﬁlbum that created a
promotional opporiunity for the two prior produets that would not have existed absent the
venture and thal threatened the success of the joint venture if it was not managed properly. RPF
Wo. 71. The duration and scope of the moraterium were specificaily limited to addressing the

" unique concemns that arese in the context of this ﬁnjquejﬂint venlure. RPF Nos. 102-03.
Complaint Counsel’s own expert economist admitted that he is not aware of any prior academic
or judicial analysis of a restraint like the proposed moratorium, RPIF No. 125, and Complaint
Coungel’s own marketing expert was unable to identify any similarly structured joint venture in
the music industry, RPF No. 104, This unique. and unprecedented alleped resiraint, which, by its
terms, would have afTecled only the marketing of two among theusands of classical music
albums dunng a bricf ten-week period when the marketing, of those albums was particularly
relevant Lo the poteniral sueeass of the new Three Tenors album, plainly is not subyject to per se
analysis. Indeed, in analvzing other restraints adopted by joint venturers faced with pme_ntisl
free-riding that might have undermined the success of their ventrres, cowrts consistently have
found those restraints to be subject to the rule of reason even when they were far broader 1 scope
and duration than the moratorium. See Polk Bros. v. Forest City Enters, Inc., 776 F2d 185, 189
{7th Cir. 1985) {concluding that agreement not 1o compere adopted as parl of joimt venture was
lawful under rule of reason); Rothery Storage & Vanr Co. v, Atfas Var Lires, Trc, 792 F2d 210,
214 (D.C. Cir, 1988) {concluding that aproement not to compete against van ling joint venture

was subjoct to rule of reason).
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E.  Complaint Counsel Failed To Establish Any Violation Under The Rule Of

Keason.

To establish that the proposed moratorium violates the antitrust laws under the
rule of reasen, Complainl Counsel must show (1) that it had some actual anticompetiive effect
and, (2} if the procompetitive justifications offered by PolyGram are at least plausibie, that the
actual et effect was anticompetitive. California Dental, 526 US. at 771 -.EIH; Comitrental
Airlines, 277 F3d aL 514-17." Complaint Counsel utlerly fuiled o meet their burden on both

counts.

1. Complaint Counsel’s Failure To Offer Evidence Of Some Actunl
Anticompetitive Effect Mandates A Decision In Respendents’ Favor.

Complaint Counsel offered absolutely no evidence that the morztorivm had any
actual anticompetinve effect in any relevant markel. Some showing of actual anticompetitive
effect 15 required to establish an antitrust vielation in any rule of reason case — “guick look™ or
otherwise. California Dental, 526 U.S. at 771-81; Comtinernal Airlines, 277 F.3d at 514-17.
Indeed, the law requires an analysis of the actual competitive effects of the challenged practice in
the relevant markst unless the actual anticompetitive effects of the practice are “obvious™ based

on the record evidence. California Dental, 5326 U1S. at 771-81. ‘This case contrasts sharply with
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those cases in which antitrust violalions have been found under a “guick look™ version of the rule -
of reason, bhecause here there .is na record evidence of any actual anticompetitive effect, no hasis
for concluding that there was any adverse cffect on price or output in the United States, and
record evidence that the moratorium aclually had a procompetitive effect, whereas the actual, net
anticompetitive effects of the challenged practices on price or output were “obvious™ in all of the
“quick ]00;1(.“ caser. See Chicapo Profl Sports Lid. P'Ship v. National Busketball dssn., 961
F.22 667 (7th Cir. 1992} (applying “quick look™ te restriction that limited Chicago Bulls telecasts
in Chicago); NCAA4 v. Baard of Regents, 468 U.S, 85 {1985} (applying “quick look™ to restriction
that Iimited broadeasis of Odlahoma Sooners foothall games in QOklahama), Fows “R Ui, the v
FTC, 221 F.3d 928 (7th Cir. 2000) (applying “quick look™ (o invalidate restrictions under which
the “dominant” toy retailer coordinated a group boyeott of rival retailers by leading tay
manufacturers}. [t is absurd for Complamt Counsel to suggest that the anficompetitive effects of
the moratorum — which affected two among thousands of compact dises for a brief ten-week
period as pari of & markciing plan that encowraged the aggressive promotion and discounting of
those same compact discs during the two months preceding the moratorium period — are

comparably obvious.

" Comrinental Alvlines makes clear that the standards set forih in California Denzad are not limited to the
professional services context, as Complaint Counsel have supgested. In Continertal Aiviines, the Fourth
Circuil applied the standards artioulmed in Codiformie Destol 0 reversing a diglricl cour] decision thar had
found a horizontal agreement to restrict the size of carryv-on luggaees through the use of a cominon security
“templare” unlawiul without any analysis of its net effect on competiion, Continental Alrlines, 277 F.3d
al 508-517, Because il wes not “indisputably implausible” that the restraint was procompetitive {or had no
camnpeiitive effect at all), the Fourth Cirenit instrected the district court o evaluate the net efiect of the
challenged restraint under a mare derailed version of the ruie of reason. 74 at 514-17. (“The Supreme
Court has held that the *plausibility of compating claims as 1o the net effect of the challenged resiriction -
that 15, the possilility that the restriction might have procompetitive offcets or no effect at all - ‘ruled cut [
J indulgently abbroviated review [of the challenged restraint® . .. % “we cannot conclude that these
justificationg arc indisputably dnplassible.”) {citing California Dentaf, 520 U at 77,
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Nor do Complaint Counsel henefit from any “presumptinn” of anticompetitive
effect that somehow would relieve them of their burden of showing actual anticompetitive effect.
Nothing in California Denial or NCAA4 any other Supreme Court decision supports the
presurmnption Complaint Counsel seeks to invoke. Rather, California Dentad, as recopnized by |
lower court cases like the recent Fourth Cireuit decision in Continental Airlines, stands for the
.we,ll-estahlishcd principle that an antitrest plamtiff must offer evidernce that the challenged
restraint caused an aciua! anlicompetitive effect (or market power as a surrogate for such elfect}
as part of s initial showing in amy rule of reascon case. Respondents are aware of no rule of
TEeason case 1n which & testraint was held unfawful, or the burden of proof was shifted to the
defendant, simply because the restrainl was "presumphively anticompeiiive” and without any
evidence either of an actual anticompetitive £ffect or of market power.

Because this is & ruie of reason case, a decision in Respondents” favor must issne
absent scme showing of acfyed anticompetitive effect. Complaint Counsel made no such
showing. Rather, Compliunt Counsel’s expert ecanomist, Dr. Stockum, testified that “without
considering [market definition, market share, analysis of actual advertising practices and pricing
and discounting practices, and other factors], ene could not determine what the actial
competitive effacf of the Three Tenors z-zmratdrium was.” EPF No. 123, Complaint Counsel
expressly disclaimed any effort to conduet such analyses here -- undoubledly upon recognizing
that any such economic analysis of the actual effects of the alleged moratorium would alinost
certainly indicate that it would heve no anteompetitive effect. The alleged meoratorium related to
two compact discﬁ., one eight vears old and the other four, and restricted advertising a_nd
diseounting for a brief [0-week period. Cne need not have more than a mdimentary

understanding of economics — and particularly of how economists define a relevant market — to
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sce thai, m & world m which thowsands of compact dises are released cach year and thowsands
more remain as active catalopue releases, such a restriction is not likely to have any actual effect
0T prices.

Coniplainl Counsel's decision not 10 attempt to develop any evidence of aclual
anticompetitive effcet 15 fatal to thear ease under any version of the rule of reason, whether it be
“guick look,” “sbbreviated” or “full.” As the Suprems Court expldined in California Dental:

[B]efore a thearetical claim of anticompetitive efTects can justify

slufting to o dofendant the hL'IIdEI‘l? to show empirical evidence of

_ pmcﬂﬁlpetiﬁve cffects, as quick-look analysis in effect requares, there -

must be some irdication that the court making the decision has

properly identifisd the theorelical basis for the anticompetilive effects

ard conrstidered whether the effects actually are anticompetitive.

SZoUS at7iini2 In C.'m.’{ﬂ_:}mi_rz _Derz!af, the Supremie Court remanded the case to the Ninth
Circuit for further proceedings, even thongh the Commission had madzﬂ; and the Ninth Circuit had
affirmed some findings both of actual anticompetitive effect and markel power. See California
Dental Ass’nv. FT.C, 123‘ F.3d 720, 729-730 (8% Cir. 1997); .IS'ee a!so Bret {for ithe Respondent
(Federal Trade Commission} in the Unjted Stgtes Supreme Court in Cafifornia Dental Ass'n
(cmphasizing that the Commission had found beth actual anticompetitive cffects and market
power}. Ilere, of covrse, Complaint Counsel have presented evidence of neither.

That proef of actual anticompetitive cffect (or of merket power as a surrogate for
such effect) is required in any rule of reason case is confirted by other Supreme Court decisions
as well. Tn Tndiana Federation of Dentistr, the Supreme Court held that “the Commission’s

failure to engage in detailed market analysis is not fatal to its finding of a vielation of the Rule of
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Reason,” but only because the Commission had made a “finding of actual, sustained adverse
effects on competition.”™ F.TLC. v, Indiana Fed'n of Dentists, 476 1.8, 447, 460-6]1 {1986). As
the Court stated, “[s]ince the purpose of the inguiries into market ﬁeﬁnitim and market power is
to determine whether an arranperment has the potentia] for genuine adverse effects on
cuamnpetilion, © prﬁuf of actual detrimental effects, such as a reduciion of cutput,’ can obviate the
need for an inquiry info market p{ﬁwer, which i3 but a ‘surrogate for detrimerial elfects.™ fd

In NCAA, the Supreme Court emphasized that “[ﬁ]oth lower courts Tound not only
that NCAA has power over the market for intercollegiate sports, bui also that in the market for
television pmgra.mming — no matter how broadly or nanowly 1he market iz defined — the NCAA
restrictions have reduced output, subverted viewer choice, and distorted pricing ™ 468 U.S. at
110 n. 42, Only after concludmg thal “he findines of the District Court csiablish that [il.h":'f.
MCAA television plan] has oporated 1o raise prices and reduce output”™ did the Court held thal,
under th.e rule of reason, the defendant had the burden of establishing an etficicncy detense. [d.
ar 113,

Loweer court cases both pelors and after Culiforsic Dental likewise have
consistently l‘CEngiL’;ﬁd 'L'hat, under the rele of teason, the piamnfl must prove an actual
anticompetitive eifest before the burden shifls to the defendart to prove any procompetitive
juéﬁﬁcaﬁnn. See, ez, Law v. NCA4, 134 F.3d 1010, 1019 (10" Cir. 1998) (under the rule of
reason, “the plaintiff bears the initial burden of showing that an agreement had a substantially
adverse effect on competition™; “[a] plaintiff may establish anticompetitive cffeet indirectly by
proving that the defendant possessed the requisite market power withiv 2 defined market or
diteily by showing aclual anticompetitive eflects™); United States v, Visa U.S5A., Inc., 163

F.Supp.2d at 345 (*Under the rule of reason, the Government bears the mitial burden | . | of
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demonstrating that each restraint has substantin] adverse elfects on competition™); id. at 399
“once a plaintiff succeeds in establishing the actual adverse effects of an alleped restraint, the
burden shifts to the defendant to éstablish its pro-competitive redesming virtues™. This rule
a}'}}'}HﬂS‘; even under an abbreviated or “quick look™ version of the rule of reason. Lan.r* v. NCAA,
134 F.2d at 1020 (*Under a quick look rule of reason analysis, anticompetitive effect is
established . . . where the plaimifl shows that a horizontal agreement to fix prices exists, that the
agreement is effective, and that the price set by such an aoreement Is more favarable to the
defendant thar atherwire wonld have resulted from the operation of marker forces.) (cmphasis
added}.

There 15 simply no hasis for ﬂolding a restraint nalawful, or for shifling to the
defendant to prove its procompetitive justifications, absent evidence cither o marksat power ar of
actual anticompetitive efrect. Complaint Counsel have presented no.cvid::m:e of nﬁkat POWCE
or actual anlicompetitive .ef’t“ect, and Respondents are therefore entitled to a decision in their

favor.

Z. Respondents’ Procompeiitive Justifications Are Plausible And Thus
Require Analysis Of The Moratorinm’s Actual Competitive Effects, If
Any.
Respondents would bz entitied to a decision in their favor even it Complain
Counsel were cntitled 1o some “presumption™ of anticompetitive effect becauss Rospondents”
pl;ﬁcompctitivcjustiﬁcaliuns for the moraternium plainly require analyais of its aclual, ael
competitive effects under the rule of reason and thus would rebut any conczivable presumption.

In Califinnic Derntal, the Supreme Court repealedly emphasized that the presence of a
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“plausible™ efficiency justification m@dates analysis of the actual, net competitive effects of the
challenged practice. 526 U.S. at 771 (holding that actual, net competitive effects of challengad
restraint must be cnnsidcre:d wheie {f “might plausibly he thought to have a net competitive
effect, or possibly no effect at all on competition™; id al 773 (noting that procompetitive
justifications were “arguably” vatid);, id at 775 (noting that justifications were *not
implausible™), id al 778 {erticizing Courl of App@s* failure to consider “plausible™ clamm that
resiriclions had a procompetitive effecty; id at 778 (holding that “plavsibility of cornpeting
claims about the %ﬂ‘ects“ precluded abbreviated analysis of restraint), The précomp&tiﬂv&
justifications here plainly are plausiEle — Complaint Counsel’s expert economist adinitied they
are, RPF No. 117 -- and, under Cedifornia Dentad, prechade the extremely abbreviated form of

antitrust anaivsis urged by Complaint Counsel.

A It Is At Least Plausible That The Moratorium Was A Reasonably
Necessary And Procompetitive Parl Of The Marketing Strategy
For The Three Tenoxs Product Line.

In arguing that the propesed moralonum was nol plausibly procompetitive,
Camplaint Counsel ask the Court to ignore the jounl venture context in which the proposed
meratoriim arose, and 1o mipose a rule under which the parties 1o aj{:int ventire would he
required to enpage in conduct they viewed as completely antithetical to the puposes of their
venture. The uncontroverted evidznece provided by the testimony from the relevent PolyGram
and Warner witnesses and the contemporanecus documents show that the proposed moratorium
wzs an integral part of the marketing plans for the joint venture product, 3T3. The moratorium
was inextncably intertwined with the rest of the Three Tenors joint venture, and consequently

cantwot be analyzed apart from the overall procompetitive benefits of the venture, See
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Collaboration Guidelines § 2.3, al -7 ("Two or more agreemends are assessed together if ther
proconipetitive beneits or anlicompetitive hamns are so intertwined that they cannot
meaninpiitlly be 1solated and attributed 1o any individial agreement.™).

| The proposed moratorium would have allowed PolyGram and Warner to adopt a
commercially sound marketing stratepy — a strategy Complaint Counsel concede might well have
ber—;n adopted by a single firm owning all three Three Tenors albums and sceking to maximize the
lone-term ouiput ol Three Tenors pIi:n:hic:ts.:2 Under their chosen marketing strategy, PolvGram
and Warner allowed their operating comparmos 1o ageressively promote 3T and E;I‘Z during June
and July, but instructad them to discontinue those promotional efforts by August so that they
could focus on the new alhum.  As the Poly(ram and Warner relevant witneases have iestified,
promoting and discomting the prior albums rather than the new albums during the period
surrounding the August release of the new slbum could have jegpardized the potential success of
the new album by sending 2 confusing message 10 consumers and the trade and diverting the
operating companies’ focus away from the new album, which was of Tar greater commercial
sigmlicance by 1998, See RITF No. 55 {(Cloeckaert Depo. Tr. at 68-70; see aiso O'Brien Tr. at
09; Baintilan Tr. at 78-84; Stainer Tr. at 57-58). Respondents’ marketing expert, Professor Wind,
opned thal this was a mmmercial.ly reasonable strategy for maximizing the long-term success of
the Three Tenors brand. RPF No. 112 (Wind Repon at 16-17). [t is indisputably plausible that
this mﬂrk_eting strategy maximired the chance the new album would succeed and thereby could

have increased the agorepate outpid of all Three Tenors products and increased the likelihood

"7 The fact thal a singie firm owning a1l three atbums might have adopted the same marketing strategy as
the parties adupled here strongly supgests that the proposed moraterium was viewsd as a reasonably
necessary part of the juint venturc, and not as a stand-alons measure desipned to restrict sales of the prior
albums, See RX 717, Crdover Repord at 17-1%,
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that the parties ultimately would release the greatest hits and box-set albwns, Itis iﬁdisputably
plausible that, by allowing their operating companies to Eprjt the promotional opportunity
provided by the Paris concert by aggressively discounting and promoting 3Tl and 3T2 in June
and July, this marketing strategy allowed compstition that would not have occurred absent the
joint venture and that may net kave occurred absent an agreement on that strategy. And itis
perfectly clear that the enly competition arguably affected by the moratenum was potential
campetition between 3T1 and 3T2 that existed only beczuse of the promational opportunity the
Jjoint venture created through the Paris concert and the release of the new album.”® The -
plausibility of these procompetitive affects compels a decison i Respondents” favor,
Continenicd Airlines, 277 F.3d at 514 (holding that rule of reason is required where
procompetitive jusiifications are nol “indisputably tmplausible™}

Complaini Counscl’s sugeestion that the Court should ignore the procompetitive
effects of the overall Three Tenors jemt venture, the clear relationship between the moratoriom
and the veniure itself, and the pm‘ties.’ colltemporaneons views that the moratorium was g
necessary parl of the marketing plans for 3T3 is at odds with mmﬁn]ling law. There is 1o support
whatsocver for the proposition that the legality of a challunged restraint depends on whether it
was adopled before or after the formation of a joint venfture. To ihe contrary, courts consistently

have allowed joint venture partners substantial leeway to adopt or modify specific measures they

00 this paint, au article by Gregory J. Werden — whao, a1 the time, was Director of Research, Economic
Anabysis Groep in (he Antitrust Division = is particularly instructive, See Gropory 1. Werden, Awneitruse
Arcrlysiz of Joint Verntures:, An verpiew, 86 Antitrust T.T. 701 {1998} Afier a thoroughsoing analysis of
the relevant case law and academie comrmentary on antitrust issues arising m the 1oinl venture coutext, the
article concludes that “a joint venture and its ancillary restraints are not subject to a quick look when the
only competition restrained would not have occurred absent the joint venture,” 74 at 735, Here, the only
compatition that possibly conld have beer remrained by the propased moratemiom — disconriing and
proroting 371 and 3TZ2 daring the peniod surcounding the Paris concart and e release of the new album
— cleary existed only becavse of the joint venmie.
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view as necessary to ensure the success of the venture even after the venture has been formed.
|'bus, the restraint at issue in Polk #ros., which barred each party to a shoppinyg center joint
venture from competing in certain product lines, had a 50=yecar term and was adopled six vears
afier the vcnlprc was lormed. Poik Bros., 776 I.2d at 187-88. Despiic the fact the resirainl was
adopted after the formation of the joint venture, the Seventh Circuit concluded that it “maldc] it
eagier for peaple to mﬂﬁerate productively in the first place,” and that it enabled each retailer to
prevent the other from fiee riding on promotional and marketing efforls made in the context of
the joint venture, [ at 190; see also NCAA, 468 U5, at 101 (applying mule of reason in
analyzing restraint adopted well after tormation of joint venture); Hothery Storame, T92 11.2d at
212, 228-30 {conchuding that restraint adapted after the formation of the joint venture was a
legitimate means to address risk thﬁt parties would free 11de on services provided by joint
ventu:e}.; SCFCILC, Inc. v. Visa UU84, Inc, 36 F.34 958, 970-72 (10th L;Jir. 1994} (holding that
by-law adopted approxirnately forly years after formation of Visa joint venture was reasonably
necessary o prevent free riding a_nd protect investment in the venture); United States v. Fisa
US A, fe, 162 F. Supp.23d at 342-40¢ (concluding that same by-law was subject (o ule of
reason analysis).

Complaint Counsel’s pmﬁnsed requirement that any ancillary restraint be
ideniified in the initial joint venlure documentation alse is at odds with the realities of the
business world, As Mr. Hoffman and Mr. O'Brien testificd, PalyGram and Warner entered into
the joint venture ag “full partners™ and saw no need to specify all of the matenal deta%].s of their
agreement in the contract, and no risk in allowing their respective marketing personnel io
develop the marketing plans for 3T3 after the joint venture was formed. RPF No. 56, Indeed,

Complaint Counsel’s own expert economist admits that, as matter of ceconomices, whether an

[B18285.1] ' 44



afleged restrainl was adopted before or after the formation of the joint venture iz not
determinative of wheiller 11 15 reasemably necessary to the venture. RPF No. 127, The aﬂiﬁcial
rale suggested by Complaint Counsel — uﬁdar which the mere fact that a restraint weas adopted
after the formation of a joint venture would foreclose any claim that the resiraint was a
reascmakbly necessary part of the Joint venture — wouid create a substantial disincentive to
entering intg joint ventures in the first place. Jd (Siwockum Depo. al 149-50; RX 716, Ordover
' Re;mﬂ al 8-1(). As Respondents’ expert economist, Professor Ordover, explained:

Irom a public policy perspective, a rule that treated as per se unlawful
restrictions reasonsbly linked to the objeclives and success of the Joint
venture, simply because those restrietions were adopted after the formation of

the joinl venture, woukd creale a signilicant disincentive for parties o Torm
joml venturcs in the irst place. In many cascs, it is unrcalistic 1o expeet jomt
venture partners to fully articulate alt pertinent terms and ﬁrovisions at the
lime nf a joint venture’s formation. Sueh a requirement would preclude the
parties from making additions or revisions to the teons of the joint venture
that might enly became clezr once the JV isin nperati[.m,

K ool 9.

b. It Is At Leust Plausible Thal The Pr‘ﬁpnsnﬂ Moratorium Way
Procompetitive In Preventing Free Riding And Opporiunistic

Behavior.
The record evidence shows thar the moratorium also would have served a second,

and equally plausibie, procompetitive tnterest by preventing the PolyGram and Warmer operating

compames from using the promotional opportunity (he joint venture created through the Paris
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concerl and the release of the new albuim, as well as the confidennal marketing plans developed
by the joint veniure pariners for the new album, to “ee nde™ on the efforts of the joint venture
partners. The contemporaneous documents and subsequent wilnf.:Ss testimony make clear that
Poly(Gram and Warner were deeply concerned that the potential for opportunistic behavior on the
part of the operating companies posed a scrious threai to 3T3 during the initial release period that
could have undermined the long-{erm success of the Three Tenaors brand. EPFNo. 83, In
particular, the parties believed that any short-term increase in sales associated with aggressive
premoetion of 3T1 or 3T2 during the initial release period for 3T3 would be more than oTset by
decreascd sales of 3T3 both dunng the moratorivm period and thereaficr, and that an
unsuccesstul 313 would make it less likaly that they would ever release the greatest hits or box
g2t albums. RPF Nos. 35, 72, Complaint Coimzel’s expert economist, . Stockum,
acknowledged that this sort of "'a:-.;ynmmtricai” effect from free riding activities would be a
legitimate concern for the joint venture partners, bul professed oot te have seen any of the
© conlemporaneous documentation in wiach the relevant PolyGram and Warner employees made
clear thar this was I.:recisei}f the concern that gave rise to the moratorium. RPF No. 141,

The Commission’s Guidclines, the relevamt ¢ase law, and Complaint Counsel’s
own expert all recopmze thai préventing “free riding” and other opportunistic behavior can have
procompetitive benefits and that an agreement designed 1w prevent such behavior might be
justified in ajoint verture even i7 it would be unlawlut ouistde the conlext of a joint venture, See

"Celiaboration Guidelines ¢ 3.36(b}, at 24 {“frze riding or other opporunistic conduet that could
reduce significantly the ability of the collabomtion to acheve copnizable efliciencies™), Podk
Bros., 776 F 2d at 189-90 (“[Clontrol of free riding is a legrimate objective of a system of

distribulion™ because it “makes 1L easier [ur people o coaperate picductively in the first place™),
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Rothery Storage, 792 F2d a1 212-13 (“The free 1ide can became s serious problem fora
parinership or joinl vealure bocanse the party that provides capital or services without reeciving
cothpensation has a strong incentive 1o provide less, thus renderin g common critetprise less
effective.”); Chicago Prof”l Sporss, 94 F.2d at 673 {stating tha free riding is “an accepted
justification for cooperation)™,; RPF No. §4 (Stockum Depo. at 56;13-15) {1ecognizing that “free
riding can at least potentially create inefficiency 1n the market™),

The {estimony of Atlantic’s CFC, Mr. O Brien, demonstrated that, absent (he
proposed moratorium, free riding and opportunistic behavior by the PolyGram and Warner
operating companies faasil}f could have resulted in “driving [valucd] services frony the market.”
Inre Toys ‘R Us, Fac., 126 F.T.C. 415, 600-17 (1998), eff'd, 221 F.3d 928 (7th Cir. 2000). Mr.
("Brica described a specific threat by WMI to exploit the promotional opportunily surrounding
the Paris concert and the release of the new album by running & discount carnpaign [ur 3T2 in |
Eurcpe from Mav — December 1998, RFF No. 84, Mr. O'Brien first became aware of WMI's
threalened [ree riding activities before entering into the joinl venture agreement, and entered into
the joint venture beligving that WhT would not be discounting 3T2 during the period
swrounding the rolease of 372, Jd. Mr. ('Brien belicved that WMT's discounting proposal
threatencd to “blow the deal™ - and, indeed, testificd that PolyGram ind Warner would not have
enterad into the joint venhure agraement at all had either side believe the other would
agaressively discount and promote s prior Three Tenors album during the initial relcase period
for 3T3. RPF No. 83, When WHMI later continued to seck to discount 3T2 during the period
surrounding the release of 3T3, the moratorim enabled Mr. O"Brien to peravade WL that 1ts
proposed discounting carmpaign posed a serious threat to the polential success of 3T2 and thus

was not i the best mierests of Wamer Music Group, RPF No. 100, Mr, O°Broen also made
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clear that the parties” total promotional expenditures for 3T3 depended on its success during the
initial rclease period — and thus that aggressive discounting and promotion of the prior albums
during the initial release period could have led to lower promotional spending for 3T2. RPF No.
101.M |
The uncontroverted record evidence clearly demonstrates that PelyGram and
 Warner were legitimately concerned that free riding aciivities by their respective n:perating
companies posed a threat to their joint venture, and that the moratorium was designed 0 address
lhal concern. The presence of this procompetitive justification, again coupled with Complaint
Counsel’s failure to provide any evidence of any actuul aniicompetitive effect, must lead to a

decision in Respondents’ favor.™

e, Complzint Counsel’s TProposed “Alternatives” To  The
Maratorinm Do Nothirg To Undermine Respondeats’
Procompetitive Justifications.

There is no need to consider apy of the “alternatives™ to the meratorium suggested
by Complaint Counsel and their expert witnesses. These alternatives would be relevant only
welghing the anticompetitive effects, it any, of the moralorium against its procompetitive
justifications. In the context of such a halancing inguiry, the présence of a less restrictive

alernative might previde support for condemmning an alleged restraini under the rule of reason.

But Complaint Counscl here have not met — and made no attempt to meet — their threshold

amis s

¥ Comnplaint Counsel’s marketing experl, Professor Moore, confinned that one reasunably would expect a
record company to spend mocs money precioting a prodwct if it was successful following 115 imitial release.
RPT Me. 104,
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burden of showing that the mogatorium actually had some anticompetitive effect in a relevant
market, and there thus is no basis for engaging in any balancing mguiry.

Even if Complaint Coungel’s proferred alternatives were relevant, they do n_mthing
to undermine Respondents® pmmmﬁetitive justifications for the moratorium. Professor Moore,
Comgplami Counscl’s marketing experl, offercd & mamber of proposals that maght have made 373
a different, and perhaps more commereially attractive product — in:;tluding different repertoire, a
cest performer, different packaging, efc. RFF No. 132, Prolessor Moore’s efforts to second-
v11ess the nwkﬁing ;:ffcrrts of the relevant business peopiz are completely beside the point. |
Different repertoire, different packaging, different advertising or n;:v;.:ﬁ a guest performer could
not have changed the fundamental and immutable fact that thas was the third Three Tenors album
owned by the pﬂltie:;: to the joint véﬁture, and nene of those alternatives would have enabled the
parties to ignore e exisience of the fact thal they caci owned a prior Three Tenors album in
developing their marketing plans fﬁr 1he new Three Tenors album. Professor Moore conceded
that record companies routinely consider an artist’s catzlog albums in developing thewr markcting
plans for a new album by that artist,. RPF No. 51,

Moreover, Professn.r Moore was unable to opine that gy of her suggestad
alternatives would haxf;e had any effect on sales of .Th.ree Tenors products, let alons that any of
the alternatives would have been as effeclive as the moratorium in addressing the concermns {thatl
cave rise o the moratorium.  Prolessor Mmre did not anaI}ic whether her allematives were

praciicable, and she made no attempt to quantify how many consumcrs would have changed their

¥ although the record evidence makes clear taat the principal free riding coneern Tor the Three Tenors
Joint verttare was dased on the rigk that WM and the FolyGran operafing companies would discpant 3T2
and 3T1 outside the United States, and that record compaciss do not use temporary price discounting to
promate reconds in the United States, the record evidence alse made elcar that there were efficiencics
associated with adopting a single, wniform marketing plan for the worldwide release of 373, RPF Mo B30
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purchasing decisions if her alternatives had been adopted. RPF INo. 136, Professor Moore’s
akternatives thus oaly confirm that a more detailed analysis would be required to asscss the aciual -
competitive effects, if any, of the moratorium.

Dr. Stockwn’s suggested allernatives fare no betler. Dr. Stockumn’s first
_ :-;uggt'sliuﬁ - apparenlly derjved [rom the stalement 1n Chicago Prof” Sports that free riding
concorns will mot justify a restraint where a paymicnt scheme 15 available to address the concems,
961 F.id at 669-70 — 15 thal PolyGram and Warner could have adopted a licensing amanpement
under which the operating companies would have compensated the joint venture for sales
resubting from the promotional efforts of the joint venture. RPF No. 138, In Chicago Profl
Sports, which involved restrictions on local telecasts of Chucago Bultls games, the court held that
the NBA could simply cherge the local station for the benefits derived from its promotional
efforts, as Major League Baschall alrcady did. 961 F.2d at 669-70,

Iowever, as [Jr. Sﬁﬂckurn acknowledged on cross-examination, no licensing
arrangement could have adequately addressed the fres riding concemns that gave rise o the
moratoriun. First, unlike in Chicage Prof"l Sports, both parties here had the ability and
ucentive W [fee ride on the joint venture’s expenditures. Thus, for example, ifPalmem had
agreed te pay 60% of the costs of promoting 3T3 iz the United States (rather than .Sﬂ%), Warner
would have had ever more incentive to free ride by selling 3172, for which it would retain 100%
nfthe revenue. Thus, Wamer's and PolyGram’s respective operating companies would,
collectively, have had the same incentive to fres ride on the promotional elforts of the venture in
connection with 3T3 regardless of how Warner and PolyGram aliocated their financial
responsibility for those promotional activities. Indeed, Complaint Counsel’s economic expert

admitted that the parties’ avgreeata incentive to fTee tide might be the same regardless of how
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Warner and PolyGram chose 1o allocate their respective financial responsibilivias for the costs of
the joint verture. See Stockum Depo. at 72-73, 78-79. 'With that concession, Comiplaint
Counsel’s expert eliminated the sole reason he offered for why, in his opinion, there was no free
riding problem to be addressed by the parties in the Umted States. Id. at 61-63 (idcnﬁfyiﬁg the
ability to adjust payments within the venture as a means.ﬂf climinating the free riding problem).

Second, Dr. Stockum admitted lh_at his licensing proposal would have done
nothing to address what he relerred {o as “negative free riding™ — the negative e.ﬁ'ac-t on 3T3
caused by agpressive promotion of 3T1 and 3T2 during the initial relcase period, as opposed to
tﬂ{: positive effect on sales of 3T1 and 3T2 caused by the Paris concert and the release of the new
. album. RPIF No. 141. Dr. Stockum acknuwlcdécd that concerns about potential “negative free
riding” effects could be significant, particularly if the negative effects were disproporiional to the
positive affects on sales of 3T1 and 3T2. Jd. These concessions completely undermine Dr.
Stockum’s licensing proposal, because the witness testimony and contemperaneous documertts
make clear that the free riding concern that gave rise Lo the moratonum was a concern about the
negative ctfect that aparessive pmmotinn and discourtng of 3T1 and 3T2 durnig the initial _
release perind would have on 373, and that any increased sales of 3T1 and 3T2 would be
insufficient to compensate from the lost 3T3 sales that likely would result from agpressive
promotion of the prior albums during the initial release period. RPF Nog, 54-53, 65,

Dr. Smckum;s other two aliermatives merit even less attention. Linder one of
these proposals, D, Stoclare suggcsted that, rather thap entening into the moratorium, PolyGram

and Warner instead should have enierad into vertical agreements with retailers throughout the

'* Az Dr. Stockum ultimately admitted, regardless of any “adjustment™ 10 the 50/50 split in benefits in costs set
forth in the joint venture agreement, any change in (hat fornula would ot kave alisred e parties” incentive to
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world restricting the retailers’ ability to discount and promote 3T1 and 3TZ during the initial
release i;rarind for 3T3. RPF No. 139, 1naddition to the obvious pm.s.:tical difﬁcult_ies associated
with the suggestion that PolyGram and Warner could have entered info countless vertical
agreements regarding the pricing and promotion of 3T1 and 3T2 for a ten-week period, it is
difTicult w imagine how this alernative would have been less restriclive than the acliual
maratorivm - which Dr, STO‘;TF]\"UI’TI acknowledged placed no limitation on miailﬂ;ﬁ’ pricing and
promodional activities. EPF No. 143, Inany cvent, as Lr. Stockum did not analyzé: cither the
actua) effects of the moratorium ar the likely effects of this altemative, it is impossible 10 assess
whether this alternative would have beenr morc or less restrictive than the moratorium. See, e.g..
Stockum DePb. al 94-96 {conceding that an alternative prc:rp::uscid by him muight be at least as
ragirictive of competition as the moratorium, but that he could not tell without doing a full
zinaiysis of the market).

I, Stockum’s final proposal, under which TPolyGram and Warner would have
constructed “firewalls™ to shield their respective marketing personnel responsible for 3T1 and
3TZ from inlormation pertaining to 313, ¥PF Ne. 139, was offered for the Iﬂrst tiine on the
sland. The propusal completely failed to Lske into account the tealily that the same markeling
personncl were responsible for marketing hoth new and catalog classical albums at PolyGram

“and Warner. As Dr. Stockum acknowledged, ;hat fact would make his proposcd “fircwalls™ “a
lot less effective.” RPF No, 1435,
Meost fundamentally, however, Complaint Counsel’s sugaestion that there might

b less resirictive aliernatives suffers from the same fundamental defect as the rest of its case —

free ride on the joint venture zervices. Jf7 at 72-73, 78-79,
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that is, it is impossible to assess whether some sugpested alternative coﬁrse of conduct rmight be
more or less restrictive than the propesed moratorium without s0me evidence regardmg the
sctual effect of the moratorium as compared with the effects the proposed alternatives likely
would kave had on competition in the relevant market. Apain, Complaint Counsel have offered
absoluiely no evidence regarding the actual effect of sither the proposed moratorium or any
alternative course of conduct. There 15 this no basgis for cﬂnciuding that the proposed
mﬁramrium had a mef anticompetitive effec‘r in cﬂmpa.risan with the allernative meusures
suggested by Complaint Counsel. And, as Professors Wind and Ordover testified, there is
subetantial reason for cencluding that the moratorium in fact was procompetitive. As the record
is clear that the prﬂpnseﬂ morztorium was either procompetilive or had no competitive efizct at
all, summary decision in Respondents® favor shondd be granted. Cowmirencal Airlines, 277 ¥ 3d
at 514-17.

C. Complaint Counsel Failed To Demonstrate The “Cognizable Danger™ Of

Recurrent Vialation Required To Obtain The Prospeciive Relief They Scck.

The relief soughbt be Complaint Counse) in this case is exclusively prospective -
an order reguiting PolyGram to “cease and desist™ certain categories of conduct, and to provide

periodic reports regarding variouws joint venlure-related aclivilies. See Notice of Contemplated

. Relief. However, to obtain prospective relict, Complaint Ceunsel must show that *“’there exists '

some cognizable danger of recurrent vielation.™ TRW, Inc. v. FTC, 647 F2d 942, 954-55 (9th
Cir. 1981 (quoting United States v. BT Grant Co., 345 U5, 62%, 632 (19537). There is no
basis {or such a finding here. "The central elements of the Jhree Tenors joint venlure — the
agresrmen 1o Split costs and henefits on a 50750 hasis between twa record companies, the

existence of prior alburms by the same artist distiibuted by both companies, the poterstial for frec
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riding created by specific events that oceurred only because of the existence of the joint venture
{f.e, the Paris concert and the release of the new album), efe, — were unique and ﬁnprecedented in
the music industr‘_-.-'.. It is uncleur when, if cver, a similar set of facts might converge and lead 10 a
situation where another measure like the moraterium might be considered. There is no evidence
that Poly(Gram - let alone the Universal entities who now, two mergers laler, conirel the relevant
FolyGram entities have ever considered ﬁn}r srmilar agreement or argued that similar
justifications apply to any other agreement. Indeed, the fact that PolyGram unambiguously
abandoned the meratorium before it was implemented shows how unlikely it is that E-m}' similar
agreement will be entered inle n the future. C‘nmpiain? Counsel’s contenlion that there 15 some
danger of recurrenee here is, as in TRW, purely speculative and is not sufficient to support the

relief they seck here.

Iv. CONCLUSIGN

For all of the fotegoing reasons, the Court should adopt Kespondents’ Proposed
Findings of Fact and Conclusions of Law, issue an initial decision in Respondents® favor, and

deny 211 of the relief sought by Complaint Counsel as set forth in Respondents® Proposed Order.

Respectfully Submitted,
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